based on foreign designs or technology acquired
through reverse engineering. An exporter often resorts
to this stratagem as a means of circumventing licensing
restrictions, imposed by either the U.S. government or
private firms, that would otherwise apply. Such restric-
tions typically affect sales to third-world nations.

While the defense industrialization of developing
countries does not usually pose an immediate threat or
challenge to industrialized states, it still concerns them
because it directly affects the approach that less devel-
oped countries are taking to all their defense require-
ments. In the case of imported systems, this approach
often involves countertrade and significant technology
transfer that has both commercial and military implica-
tions. Before agreeing to such sales, therefore, the
United States must examine the motivations and inten-
tions of the buying countries.

Without some form of countertrade, we will conclude
few major arms sales to developing countries in the
future. Because they already lack sufficient foreign ex-
change to enable them to pay with hard currency, these
nations must use credits, goods, or a combination of the
two to pay for their purchases. The trend among them
has been to buy expensive higher technology weapon
systems; at the same time, credits have declined overall
and have been concentrated heavily in only a few coun-
tries such as Israel and Egypt. Even those few countries

are finding the associated interest costs a heavy burden.

In response to the credit shortage, arms importers
have tried to pay with bartered goods, But most of them
have little in the way of marketable goods to trade for
their defense purchases. Instead, developing countries
must look primarily to direct offsets, or countertrade, in
which they participate by supplying part of the pur-
chased system, manufactured or assembled domesti-
cally, to cover part of the cost. Because less developed
nations have little industrial base, countertrade requires
very substantial technology transfer to enable the pur-
chaser to do the offset work.

The buyer's major concern is to have the technology
transferred to him as soon as possible, Interim steps in-
clude early establishment of indigenous capability for
servicing, assembly, and component manufacturing.
The importer's ultimate goal is complete domestic pro-
duction of the defense systems being negotiated.

The selling country, on the other hand, needs to
address a series of issues when the buyer demands tech-
nology transfer along with the product. In 1978, the
United States government established a position against
becoming directly involved in offset arrangements either
as participant or guarantor, However, because the gov-
ernment must approve sales involving technology trans-
fer by U.S. industry, it cannot avoid examining the key
transfer issues.

 of Rand's research efforts make
